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Introduction 


Canada has come a long way on the road to recovery from the inflation which 
engulfed us in 1973. That rise of costs and prices disrupted many aspects of 
our economic life, and continues to do so. Persistent efforts will be needed to 
control it. 


One of the worst effects of inflation from which we continue to suffer is an 
unacceptably high level of unemployment. Everything possible must be done, 
short of starting new inflationary pressures, to stimulate the creation of new 
jobs for Canadians. Another continuing effect of inflation is the difficulty of 
absorbing particular price increases without a renewed, self-defeating 
scramble for incomes. But particular increases in the prices of some forms of 
energy, some foods and many imported goods must be expected this year. 
Canadians will have to accept these and at the same time continue to be 
moderate in their income demands. 


In framing a budget policy in the face of these conditions, two constraints 
have had to be observed. The first is imposed by the government's essential 
commitment to hold down the growth of its spending. Within this constraint 
highest priority has been given to spending that will provide jobs for people. 
The second constraint is the need to avoid making excessive demands upon 
the capital markets. Within this constraint it has been possible to provide for 
further tax reductions in the budget. 


The structure of this Budget Document is as follows. It first reviews the main 
developments in the international economy and discusses how the Canadian 
economy has evolved against the international setting. Having taken stock of 
where we are, the economic objectives of the federal government are then set 
forth in the light of current trends in inflation, output, employment and 
Canada’s balance of payments. Important current policies directed to the 
achievement of these objectives are then discussed. This is followed by a 
description of the new policy initiatives of the budget. The Document 
concludes with a review of the economic and fiscal outlook that takes into 
account the anticipated impacts of the new measures. 
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The International Setting 


The world economy began to recover in 1976 from the severe recession of 
1974 and 1975. Real growth in the 24 member countries of the Organization 
for Economic Co-operation and Development (OECD) increased 5 per cent in 
1976, though the expansion faltered in the second half of the year. Coming as 
it does after the steepest decline in the post-war period, the recovery leaves 
substantial levels of excess capacity and high unemployment rates in virtually 
all industrial countries. 


The rate of inflation in the OECD area receded to about 8 1/2 per cent in 1976 
from over 11 per cent the previous year. There were wide differences among 
the major countries. While the increase in the cost of living fell below 6 per 
cent in the United States and was 4 1/2 per cent in Germany, the average 
increase for the other OECD countries was close to 10 per cent. Despite the 
slack in the world industrial economies, reducing inflation has proved to bea 
slow and difficult process. 


International payments continued to be affected by the impact of higher oil 
prices and by differing rates of growth and inflation among the major 
countries. 


The oil-producing countries in total had large current account surpluses, 
about $42 billion in 1976, though these were much reduced from the 1974 
peak of over $65 billion. Lower demand for oil and smaller increases in prices 
have limited the growth of their export earnings. Their imports of both military 
and civilian goods have increased enormously, thus contributing to the 
transfer of real resources that must ultimately follow the huge upward 
adjustment of oil prices late in 1973. The current accounts of some members 
of the Organization of Petroleum Exporting Countries (OPEC) came into 
balance or even deficit in 1976. Others continued to have huge surpluses, and 
consequently supplied large amounts of capital to the rest of the world. 


The current account position of the industrial countries improved sharply in 
1975 as a result of the recession, but deteriorated again in 1976. These 
changes were most apparent in the United States. The only major industrial 
country to have achieved a sustained surplus on current account throughout 
the past four years has been Germany, which also had the lowest rate of 
inflation. 


Recognizing their close interdependence, the industrial countries have joined 
together in addressing the very difficult economic problems of recent years. 
The OECD Ministerial Council in June and the Puerto Rico summit in July 
agreed that persistent efforts over a long period would be needed to deal with 
the interrelated problems of inflation, recession and payments imbalances. 


Table 1 


Main Indicators of International Developments 


Real Output 


1974 1975 1976 1973 to 1976 
(percentage change) 
Seven major countries 
Ganaday AY Oye ERGs ae sl eae eee 32 0.6 4.6 8.6 
United States? satire eee ae had. al lite) 6.1 2.4 
SADAIe Gay Say Meare: Sy emcee ae caren =a ES} zal 6.0 6.8 
FRANCO. Sales eared cea, unre Sac 3.9 =(72 5.0 7.8 
Germany ea. Se rae ae eee 0.4 = oie 5.5 2.5 
Veal yitt CARI ere ee 3.4 ASN 4.5 4.1 
Unitediiingdont) Mixitts se hetr a es =0,4 =138 1.0 -0.9 
AILOEGID counttiest*2 «atte Gee ey eee OS =e 5.0 4.1 
Consumer Prices 
1974 1975 1976 1973 to 1976 
(percentage change) 
Seven major countries 
CAM AClamen Game wack es oA ee Mey nas 10.8 10.8 7.5 o2.0 
TLE Crs tates ists kee ete eet oa aet  nd 11.0 9.1 5.8 28.1 
JOD dante ck a hrs eA 24.5 11.8 9.2 52.0 
Pa Ce rmaet Gotind lent dybale shesey ons Been 13:7 Aig? 9.6 39:2 
GENT AN is Srenes rie es Mma ty Sac oo Nica Be 7.0 6.0 4.5 18:5 
Gop nem ae © TO PevS yet Or 7, Ne ene Peers 19.1 170 16.8 62.8 
Unitecicingd omni .4ce cates obec 16.0 24.2 16.5 67.8 
All OEC Disco untiies: a ames cbepiaes an atoeee 13.6 11.4 8.6 37.4 
Current Account Balances 
1973 1974 1975 1976 
(U.S. $ billions) 
Seven major countries 
COINAGE Raced hak, Oe rae Baa Oy nL Mi AR ae Be 0.1 oo Nel aA) a VS 
UICC GL STATES, Cor cusantias otapemcs okra a acteurs: 0.3 = O16 7 = tea 
Ud Dil ie, SRS ON eRe. teem nce e =O) Ean =a a, 3.8 
Fp an@Owe. tag eee. sens eta es meee = Onn =6,0 = Ot =6.0 
GERAD Vic a, ated ee eee ee 4.3 9.7 3.9 4.0 
Ral Ve ntrtc meee woke BCs Libs coee eect ae wea -8.0 -0.6 ee 
VIDTSGEIS NOC OTN ccs: sone cece Sa eee =F 219) = Our Sea =3.3 
Role 16 ake Ee ee a Ns eee TS 2.5 = 33,0) =—6:5 =22:5 
OOP Er adel oe ware oo a hh ano 3.0 65.5 34.5 42.0 
Non-oil Developing Countries .......... -2.5 -21.5 mae. 24,0 


Source: OECD, Economic Outlook, December 1976 for Real Output and Current Account Balances; and Main Economic Indicators 


for Consumer Prices. 


While high priority was attached to bringing down the rate of inflation, it was 
recognized that this would require patience and persistence. It was also 
recognized that any attempt to bring down the rate of unemployment too 
quickly would increase the difficulty of containing inflation and would be 
unsustainable. 


There was a renewed determination to minimize the use of trade restrictions, 
recognizing that their benefits were short-lived, and their costs in terms of 
growth and price stability in the longer run were high. 


In the event, growth in the OECD area has been below the desired moderate 
track in the last nine months but inflation has been reduced rather faster than 
expected because of weak food and commodity prices. Modest “in course 
corrections” to stimulate growth have been recommended, particularly for 
the countries which have strong balance of payments positions and better 
control over inflation. Modest expansionary adjustments of policy have been 
initiated or are under active consideration in the United States, Germany, 
Japan, and some smaller countries. 


Common to all of these programs is the awareness that lower rates of inflation 
are essential if renewed growth is in fact to be achieved at a sustainable pace 
— not only in 1977 but for the next several years. 


The prospects for the year ahead are for continued growth, some further 
improvement in price performance and some correction in external 
imbalances. The forecasts for individual countries show that those with the 
lowest expected rates of inflation have the best prospect for sustained growth 
and strong international payments position. Progress will be reviewed again 
at the forthcoming summit meeting in London. 


The economic problems of developing countries continued to be severe in 
1976. Despite strenuous efforts at economizing by the developing countries, 
their current account deficits continued at about $24 billion in 1976, even 
after receipts from foreign aid were taken into account. The deficits were 
financed by further borrowing. Their external energy bill remains very high 
following the increase in world oil prices. After many years of heavy foreign 
borrowing from governments and private sources, the developing countries 
have a massive overhang of external debt. The growth prospects for their 
export earnings are only moderately promising, given the slack in the 
economies of the industrial countries. 


In relation to these problems, Canada continues to make a large commitment 
to foreign aid and to take a positive role in the established international 
institutions. The Conference on International Economic Co-operation, co- 
chaired by the President of the Privy Council, continues to be a focal point of 
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efforts to deal with the problems. These issues will also be addressed at the 
London summit. 


International economic co-operation was further strengthened in 1976 
through agreement on a Second Amendment of the Articles of Agreement of 
the International Monetary Fund. In the difficult circumstances of recent 
years, many countries have required greater flexibility in their exchange rate 
regimes. The Second Amendment, which is now in the process of ratification 
by Canada and other member countries, recognizes this fundamental 
change. 


Chart 1 


CANADA - U.S. ECONOMIC PERFORMANCE 
GROWTH IN OUTPUT (CONSTANT DOLLAR GNP) 


Seasonally adjusted. Year-over-year per cent change by quarter 


CANADA 


Jo+ 


CHANGE IN PRICE (CONSUMER PRICE INDEX) 


Yeor-over-year per cent change by quarter 


CANADA 


GROWTH IN EMPLOYMENT 


Year-over-year per cent change by quarter 


Jotn 


UNEMPLOYMENT RATE 


9 Seasonally adjusted quarterly average _ 


1970 7\ 


(1) Revised Labour Force Survey 
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The Canadian Economy 


Inflation 
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From an international perspective, Canada’s economic performance has been 
exceeded by few countries. Canada’s growth between 1973 and 1976 was the 
most rapid of the seven major OECD countries, and over twice the average 
rate for all the OECD countries taken together. Among the major countries, 
only West Germany and the United States had less inflation over this period. 
Chart 1 shows how much smaller was the recession in Canada than in the 
United States, how much stronger was the growth of employment, and how 
much lower was the average rate of unemployment. While inflation rates held 
up much longer in Canada, they have come down closer to U.S. levels. 


The underlying trend of prices in Canada has improved in line with the targets 
of the anti-inflation program. In fact, the increase in the consumer price index 
in the year ending October, 1976 was 6.2 per cent, compared with the 
program target of 8 per cent. For 1976 as a whole, the consumer price index 
averaged 7.5 per cent higher than 1975. Unusually favourable factors were at 
work, the most important of which was a decline in food prices. Some 
weakness in international commodity prices and the appreciation in the value 
of the Canadian dollar were also helpful. Profit margins were unsustainably 
low. Non-food prices decelerated, even though large increases in energy 
prices, utility rates and local taxes had to be absorbed. The other main price 
indexes for Canada also showed marked deceleration during the last year and 
a half. 


Table 3 shows that labour income increased strongly in 1976 as it did in 1975. 
Labour's share of national income has risen from the relatively low levels of 
1973 and 1974. Labour income increased rapidly in 1976, partly because of 
increased employment, but mainly because the average increase in labour 
income per employee was nearly as high as in 1975. Investment income and 
the income of unincorporated businesses have risen in the last two years 
about in line with the economy. Farm income has dropped sharply as a result 
of lower food prices and corporate profits have shown no gain from the high 
levels reached in 1974. 


Thus profit margins and the share of profits in national income have fallen 
significantly in 1975 and 1976. The decline in profit margins in 1976 was 
primarily a reflection of slack markets in Canada and abroad, rather than the 
controls program. Most firms were unable to earn the margins which the 
guidelines permitted. 


Table 2 
Price Indicators 


Fourth Quarter 


1975 to 
Fourth Quarter 
1973 1974 1975 1976 1976 
(percentage change) 
Consumer Price Index 
FOO oRdsyiavs: <<. oo cey ch eee am oer 14.6 G3 12.9 20h ale 
Other goods: < v.c2. ait ee enema ee ee 4.0 9.7 9.4 6.6 6.0 
Ge NC OS ae <ac cots cular Me ee Ce ee oe 6.2 8.0 (I@),7/ (22 11.4 
Totaly Pare: vou, lf RL ee ee 7.6 10.9 10.8 7.5 5.9 
Consumer Expenditures Detlator. 22 2. .9ce. « Wo TOG 10.4 7.0 5.6 
GNE: Deflator cu) £15. ee eee ee 9.3 14.3 10.7 9.5 8.6 
Wholesale’Price: Index \:)s ae. eee ee PA 22.4 6.6 4.3 2.9 
Industry Selling Price Index". me eee diteg 19.0 aa pal 5.0 4.1 
Source: Statistics Canada red 
Table 3 
National Income 
(Current dollar data) 
Year-to-Year Growth Share of National Income 
Average 
1973 1974 1975 1976 1970-76 1973 1974 1975 1976 
(per cent change) (per cent share) 
MeV SOUIe ONO San as bbs ooo 6 ook 1os2e wilor2s = lors 15.1 Thi Tle] ele eo Oe rato 
Corporation Protits= 05.0 yee ee Sorzr eZ one cael 0.0 14.3 159 169 148 13.0 
Corporation Profits Adjusted for 
Inventory Valuation — 2... 2. ya 30.4. 1.325 8.0 5.4 10.9 12 eedcOmeni. 10:3 
lawesuanala (INGO oso a0n50can08 (WAS MSY] 9.0 20.4 6.2 5.7 6.7 6.4 6.8 
Farm Income: cease oc ee ee SitOne 26.7, 5-07 | 218 2.6 B09) 3.4 30 2.0 
Unincorporated Business Income... . 9.9 6.6 13.4 Za 74 hi 6.5 6.5 6.5 
Net. Nationalilncome ses cee 1B Ole 022. eel ose lige 100.0 100.0 100.0 100.0 100.0 


Source: Statistics Canada 
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Many firms faced inadequate liquidity and rising debt-equity ratios. The low 
level of share prices made it difficult to raise additional funds in this form. All 
these factors contributed to the problem of financing the rapidly increasing 
costs of new investment projects. 


The profit story of recent years needs careful interpretation. In a period of 
high inflation, profits are overstated by the inclusion of inventory valuation 
profits and by historic cost accounting for plant and equipment. They are 
understated to the extent that debt contracted at lower interest rates is 
serviced from inflated dollars. The most volatile element is the rapid 
appearance of large inventory valuation profits when inflation rates are 
increasing rapidly, and their diminution when inflation rates come down. 


Labour income per person employed increased by 12.7 per cent in 1976 
compared with 13.2 per cent in 1975. All of the indicators of pay rates actually 
in effect in 1976, including average hourly and weekly earnings, show only a 
small deceleration, because they reflect wage decisions made before the anti- 
inflation program was announced. During the year, however, the rate of 
increase was Clearly coming down. This is even more apparent in Labour 
Canada’s data on contract settlements. Table 4 shows that new settlements 
on a “life-of-contract basis” have come down to 8.3 per cent from 17.1 per 
cent in 1975. The first year of contracts is down to about 10 per cent from 21 
per cent in 1975. The much more comprehensive data from the AIB, covering 
about 3 million unionized and non-unionized workers, show AIB-approved 
wage increases to date of 9.7 per cent for the first guideline year, with both 
the arithmetic guidelines and the approved increases falling progressively. 


Table 4 

Base Rates for New Settlements 

Average Compound Annual Per Cent Increase 
All Agreements 


First Life 

Period of Settlement 12 Months of Contract 
i ho FASS: et Ay Sor ee ee Oe None aes een he ee PX (0) UZ/at! 
NG 7 6i yo cee a ae Le ee aA RCE Corre rs oe V7 10.5 
1SZ6-Fitsti@ Warteris coc te hice a kee eee ee er ie er 16.2 14.2 
“SECON Quarter sec cnet eo ere cea ee er acer as 13.0 Tet 
= TAICG OU arterss carey ok eee es eee 12.8 9.8 


=FOurth, OMAGtOr.. shine one rere a ag Peet net oe FM oo 9.8 8.3 


Source: Labour Canada 
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Labour costs make up almost two-thirds of the average cost of producing 
goods and services. Changes in the labour cost per unit of output, which 
reflect both productivity and earnings give the best single indicator of the 
trend of inflation. 


The rate of increase in the labour cost per unit of output in Canada has fallen 
from 14.6 per cent in 1975 to 10.1 per cent in 1976. On the basis of recent 
wage settlements and average growth in productivity, it is expected to fall to 
about 7 per cent for 1977. 


The erosion of Canada’s competitive position vis-a-vis the U.S. economy is 
being checked. Our competitive position is also expected to improve in 
relation to most other countries. 


Real incomes rose substantially in the first year of the controls program, 
appreciably more than the 2 per cent productivity allowance. With wage 
increases averaging over 12 per cent in 1976, and CPI increases averaging 7.5 
per cent, the average real wage increase was over 4 per cent. Turning to 
broader measures, real personal income per capita increased by 4.5 per cent 
in 1976 and real personal disposable income per capita by 3.7 percent. 


Canadians have had large increases in real incomes per person over the last 
several years. This experience has set up high expectations in all parts of the 
economy. The inflation problem is partly a reflection of this. A number of 
special factors enabled real incomes to increase much faster than 
productivity in 1976. These included the unusual drop in prices of food 
imported and produced within Canada, the reduction in profit margins, and 
small increases in import prices, reflecting both the slack in the world 
economy and the high level of the Canadian dollar. Canadians cannot count 
on the continuation of such favourable factors to assure comparable rates of 
increase in their real wages and real incomes. 


Output, Employment and Demand 


The expansion of real output began in the second quarter of 1975, continued 
strongly through the first quarter of 1976 and then slackened. According to 
the preliminary statistics, real gross national expenditure and real domestic 
product were both up 4.6 per cent over 1975. The recovery was uneven due to 
erratic swings in inventory investment and the external trade balance and 
because of the impact of work stoppages. Canada shared in the hesitation in 
the economic recovery among developed countries in the second half of 1976. 
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Fewer jobs were generated in 1976 than expected. The employment growth of 
209,000 compares with a May, 1976 budget forecast of 250,000. The 
unemployment rate averaged 7.1 per cent in 1976, up slightly from the 1975 
average of 6.9 per cent. However, there was a gradual weakening in labour 
market conditions over the course of the year; the unemployment rate 
increased from 6.9 per cent in the first quarter to 7.4 per centin the fourth 
quarter. it reached 7.9 per cent in February of this year as the participation 
rate rose with the growth of employment. 


A particular concern is the high level of unemployment among the young 
people of the country. Youth unemployment is a serious problem throughout 
the western world. While the rate of unemployment among adult men in 
Canada has remained well below 5 per cent, and is 7 per cent among adult 
women, the rate for young people is over 14 per cent. 


Regionally, the burden of unemployment has fallen much more heavily on the 
Atlantic Provinces and Québec than elsewhere. The average rate in 1976 was 
13.6 per cent in Newfoundland; 10.2 per cent in the rest of the Atlantic 
Provinces; 8.7 per cent in Québec; and 8.6 per cent in British Columbia. The 
yearly average fell a shade to 6.2 per cent in Ontario, still high by recent 
standards. In the Prairies, unemployment at 4 per cent in total was well below 
the national average. 


The unemployment situation requires not only some general measure of 
economic stimulus, but also specific initiatives directed at these structural 
problems. 


Economic growth in 1976 was led by consumer demand and housing 
construction. With total real personal disposable income up nearly 6 per cent 
in 1976, real consumer expenditure grew by over 6 per cent. Personal savings 
rates averaged a high 9.5 per cent. 


The government’s major new programs in the housing field, supported by 
programs at the provincial level, have had a major impact. Housing starts set 
an all-time record of 273,000 units, far in excess of both the 1976 policy target 
of 235,000 units and the rate required to achieve the medium-term goal of one 
million starts between 1976 and 1979. The new starts were concentrated in 
moderate-size, moderate-cost housing. 


With the program of cutbacks taking hold, government expenditures on 
goods and services and capital formation grew by only 1.5 per cent in real 
terms in 1976, well below the 4.6 per cent growth for the economy as a whole. 
The most notable weakness in Canada’s real growth in 1976 was lagging 
business investment. The lag occurred despite strength in the energy field. 
Real capital formation in the manufacturing and the service sectors 
weakened. 


Despite these elements of weakness, domestic demand has been well 
sustained in Canada over the past three years. The 1975 recession was due 
primarily to the reduction of inventories and these were rebuilt only modestly 
in 1976. The other principal factor in the recession was the drop in exports. 
Responding to economic recovery in the United States and the rest of the 
industrialized world, they rose 9.5 per cent in 1976. But imports also rose 
sharply despite the decline in investment. 


Real Expenditures 


1973 1974 1975 1976 


(percentage change) 


Consumer expenditure "25 tae kate ea encr ten, abe etme ns Lo 6.8 5.0 4.9 6.3 
Government Goods & Services & Capital) .2. 2.2.01... ..)0e a5 oy 6.6 4.1 1.5 

cided ROR CG vane tie Pee heeehe Reet 10.0 21:9 Ea | 18.8 
Business investmertt?)a.i4 <6 See Soe ee ate ie et A eel 14.8 Th 5.0 -2.9 
Final‘Domestic Demand) } 255%. ie seme eabaee ae tts Gee [ES 5.4 4.1 4.5 
inventory. change (Ssnillion)ia etree se wets alate eae stare 1346 2281 307 656 
Total Domestic Déimaind’’ 3h iin Gi ee os Sa er 8.0 Gre 1.8 5.3 
Exportsof- Goods Se'Servicestraraacat state r sence aie tare chee 10.6 =23 -7 9.5 
Imports of Goods, & Services. jc geese tis +} sue muene fee. Rek doer Ors =2.5 8.1 
GNE (including residual error) (eee aap eet eee 7 BS) 3.2 0.6 46 


Source: Statistics Canada 


Canada is now seven quarters into a period of expansion. The balance of 
forces points toward continuation of the expansion, but the pace may be 
rather moderate, particularly in the first half of 1977. With slower growth in 
real disposable income per capita, consumption cannot be expected to rise as 
rapidly as it has recently, even if personal savings rates are reduced. With the 
continuing policy of restraint, government expenditures cannot be a major 
source of increase in real final demand. As new housing expenditures have 
already reached very high levels, a further stimulus to final demand cannot 
come from that source. This leaves only business investment in inventories 
and fixed assets and improvement of the external balance as potential driving 
forces of more rapid growth. 


While the business world has been faced with very difficult conditions, some 
encouraging prospects lie ahead. The erosion of our competitive position is 
being checked. The decline in the exchange rate can be helpful. Capacity 
utilization rates should improve and recent efforts to improve efficiency and 
reduce costs should pay off in substantial improvement in productivity and 
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profits in the period ahead. However, these factors alone are unlikely to bring 


about the growth of investment which is needed. 


Balance of Payments 


After deteriorating markedly from 1973 to 1975, Canada’s current account 
registered a modest improvement in 1976. A sharp turnaround in the trade 
balance in 1976 outweighed a continued widening of the deficit on services. 
Merchandise exports grew by 12 per cent in volume terms after two years of 


decline while imports grew by less than 8 per cent. Moreover, the prices of our 


exports rose by more than the prices of our imports. Overall, the current 


account deficit was reduced by $600 million in 1976, to $4.3 billion. 


The swing in Canada’s current account balance in recent years from a small 


surplus in 1973 to large deficits more recently reflects a combination of 


cyclical and structural factors. 


Table 6 
Canadian Balance of Payments 
1973 1974 1975 1976 
($ Millions) 
Merchandise Trade 
EX DO (Sat eae EEC Rene Oe eek he hg hc Eee 25,461 32,591 33,047 38,019 
— [MOONS mba tase ene a ke nits eta oc tater APTI 30,893 33,986 36,887 
Wade OalanGes Padtanwertsseaha hced cit) Gus es. ay pty aay eves Pap (ESS) 1,698 -639 12132 
SEEVIGES IS AANIC Cle peetug aca? ee ean rt sr tid oid Oe et Sha a eg hs -2,991 35153 =4-/32 - 6,002 
Netal banS CerSi ee crra dean ies A ae ie ce tei cerca, Lie eral adie Biv an tees mae 352 563 406 541 
Current Acecotint: Balance eit ee eee cone Lie eat Pe ae! 96 =| ACY -4 965 -4 329 
Long-term Capital Flows 
— Net, Direct.investurentec. © svare nee eect <> suse 4 uuu ho SiS) -50 -20 -950 
—New Issues of Canadian Securities ................. 1,324 2423 5,150 8,862 
—Retirements of Canadian Securities ................ SU eH -626 -691 - 780 
Other Long-tenm airansacuiOnsa a> aiaiucdaic 6 ee < sais ae 167 sews) 3O9 416 
Total oO ne-teninG OWS Gtr ee ie ne Sou oe 8 re 385 871 4,106 7,548 
Short-termiCapital Blows ha aes. yon eee a ere et -948 645 455 =2.697 
Net! Official- Monetary’ Movements 2? 221 Geert ait -467 24 -404 522 


Source: Statistics Canada 
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Since the last cyclical peak in 1973, real growth has been higher in Canada 
than in any other major industrial country. Growth in Canadian demand has 
resulted in higher imports. On the other hand, our exports suffered from the 
deep recession experienced by our major trading partners. 


The recovery of their economies has gone some way since 1975 and seems 
likely to continue this year and next. This can be expected to sustain the 
improvement in our trade balance. 


However, the deterioration in our current account balance in recent years 
cannot be attributed solely to recession in the rest of the world. Structural 
forces have also been at work. Two-thirds of the deterioration in the current 
account balance between 1973 and 1976 has been in the services account. 
Payments for interest and dividends have risen steadily to $3.4 billion. The 
travel deficit has reached $1.2 billion. Our trade balance has suffered from our 
shrinking energy surplus. Net exports of oil and gas declined to $500 million 
last year from $1.4 billion in 1974. Finally, the deficit on “end products” has 
risen to more than $10 billion. In part this reflects cyclical factors. However, it 
also reflects the competition faced by Canadian manufacturers both abroad 
and at home. The recent period of more rapid wage and price inflation in 
Canada has made it much more difficult for Canadian manufacturers to 
compete with foreign firms at a reasonable profit. This has had serious 
consequences for the level of enployment and the structure of our economy. 


In 1976 net long-term capital inflows amounted to $7.5 billion, substantially 
more than required to finance the current account deficit. This was reflected 
in the high value of the Canadian dollar during most of the year. Provincial 
and municipal governments, utilities and private corporations borrowed 
heavily abroad to meet their large financial requirements and to take 
advantage of lower interest rates abroad. On the other hand, there was a large 
net outflow of direct investment abroad. This arose from continuing Canadian 
investments in other countries and the purchase by Canadians of some very 
large existing foreign direct investments in Canada. Buta further contributing 
factor to the outflow has undoubtedly been the lower level of production 
costs elsewhere, especially in the United States. 


It may be recalled that in the latter part of the 1950s and the early 1960s, the 
current account deficit was as large or larger in relation to GNP than in the 
past three years. There were the same concerns about the structure of the 
economy as there are now. The devaluation of the Canadian dollar in 1962 led 
to a sustained improvement in the balance of payments and supported the 
long expansion of the economy in the balance of that decade. However, this 
was only possible because the rate of inflation remained low. The devaluation 
did not lead to an upward swing of prices and costs. 
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The decline in the Canadian dollar which began last November came about in 
part because of a narrowing of the gap between Canadian and foreign 
interest rates, which reflected the relative decline in our rate of inflation. It 
also reflected a sense of uncertainty about Canada’s future among foreign 
investors. This decline has gone a long way toward offsetting the higher costs 
incurred by Canadian firms. It provides them with new opportunities to 
compete with foreign suppliers in the Canadian market and in expanding 
foreign markets. It provides new incentives for investment in our export and 
import competing industries. These opportunities offer promising prospects 
for reducing the deficit in our trade in manufactured goods, lessening 
reliance on foreign capital and providing new impetus in the short run to the 
expansion of output and employment in Canada. 


But these benefits from the decline in the Canadian dollar will be realized only 
if domestic costs and prices are kept in check. The immediate impact is to 
increase the prices of goods and services to Canadian consumers. If this 
leads Canadians to demand higher money incomes to protect themselves, the 
opportunity for a lasting improvement will be lost. 


Economic Objectives 


This review of recent economic developments in Canada makes clear thata 
significant start has been made in dealing with deep-lying inflation, the lack 
of growth and the imbalance in international payments. The analysis also 
Clarifies the necessary directions of policy. 


First, it will be necessary to maintain the underlying trend to lower inflation. 
Continued progress will not be easy. There may be setbacks as the prices of 
food and energy rise and as the decline in the exchange rate has its effect. As 
a result, real incomes will have to grow more slowly and this will have to be 
accepted. 


A second objective is the steady growth of output, not only to provide jobs for 
a growing labour force but to reduce unemployment as well. If overall activity 
expands too quickly, it will bring with it new inflationary pressures. But the 
more immediate danger is that growth will continue to be too slow. The 
particular need is for strong renewed private investment, both to boost the 
recovery and to provide the productive capacity which will be needed in the 
future. 


Progress in respect of these two objectives will also encourage and be 
reinforced by a sustained improvement in the balance of payments. 


The federal government recognizes and accepts a major responsibility in the 
achievement of these interdependent goals. This responsibility rests on its 
taxing and spending powers, its control over money and banking and its 
jurisdiction over external trade and payments. On a temporary basis, the 
government has had recourse to mandatory controls over prices and 
incomes. In recent months a number of new initiatives have been taken to 
improve the performance of the economy. 


But in a market economy and a federal state the responsibility for the 
economy rests on others as well. All Canadians have a contribution to make. 
Both political and economic power are widely dispersed in this country, 
reflecting Canada’s diversities and protecting fundamental liberties. All those 
who share power share the responsibility that goes with it for the attainment 
of the country’s economic goals. 


This is well illustrated in the recent record of economic and fiscal co- 
operation between the federal and the provincial governments. That record 
provides reassuring evidence of the continuing flexibility of Confederation 
while contributing directly to the solution of immediate economic problems. 


Regular meetings of Finance Ministers have provided a forum for a sharing of 
views and a pooling of knowledge on the economic situation and outlook in 
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Canada and its regions and on the fiscal position of all governments. As the 
taxing and spending powers of provinces have grown, it has become 
increasingly important that their fiscal policies and those of the federal 
government should broadly reinforce each other. The evolving practices of 
federal-provincial consultation have made this possible. More specifically, 
both levels of government have shared the objective of restraining the growth 
of government expenditure within the context of the anti-inflation program, 
and have in fact moved closely in parallel in the achievement of this target. 


A new development in federal-provincial co-operation has been the 
application of the anti-inflation guidelines to the provincial and municipal 
public sectors, in most cases by formal agreements between the two levels of 
government. This co-operation has been important to the success of the anti- 
inflation program, as it will be to the decontrol process. 


Finally, the past year has brought about the successful renegotiation of the 
federal-provincial fiscal arrangements. The new arrangements extend and 
improve the system of equalization payments under which the federal 
government brings the yield of the tax systems of the less prosperous 
provinces up to the national average. By permitting all provinces to provide 
national standards of service to their citizens, equalization expresses tangibly 
the advantages of Confederation. The main new elements were the 
arrangements for financing hospital insurance, medical care and post- 
secondary education. Previously, the federal government paid about half the 
costs incurred by the provinces. Those payments have been replaced by 
unconditional grants and the transfer of taxing powers. The provinces will 
thus be able to obtain the full benefit of providing these services as efficiently 
as possible in their own circumstances. 


Power and responsibility also reside in the private sector of the economy. 
Under the market system, private firms make most of the decisions on new 
investments. Private firms seek new markets both at home and abroad in 
competition with each other and with foreign suppliers. It is essentially the 
private sector which develops the new resources and new technologies that 
support and enhance the standard of living. Governments can provide 
assistance and incentives, but experience has shown that these decisions are 
best left in private hands. The efforts of private firms, their judgment and their 
confidence in the future, are essential to economic progress. 


The setting of prices, wages and other incomes is widely dispersed 
throughout the private and public sectors, except in the extraordinary and 
temporary circumstances of mandatory controls. The decisions made when 
controls are removed can be critical in reinforcing the gains achieved by the 
anti-inflation program. All Canadians will have a part to piay in that process. A 
particular responsibility will rest with the leadership of the labour movement 


at every level in this country, as well as with private firms and organized 
groups of all kinds. 


The government has set out in the Discussion Paper The Way Ahead its views 
of how responsibility will have to be shared in the post-control society. It is 
consulting with business, labour and other groups. Similar initiatives are 
being taken by some provincial governments. Greater understanding of what 
can realistically be achieved and of what constitutes responsible behaviour 
will contribute to realizing the full economic potential of this country, 
reducing conflict and confrontation and lessening the need for government 
intervention in the economy. 
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Specific Areas of Public Policy 


Energy 
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The budget refers to five of the specific areas of public policy on which the 
government is focussing at this time. They are energy, the contro's program, 
job creation, the restraint of government expenditure and the broad setting of 
monetary and fiscal policy. 


The energy area, and oil and gas in particular, will continue to pose a 
challenge for Canadians. In the past, Canada was fortunate enough to have 
ready and assured access to cheap energy supplies at home and abroad. 


Beginning in 1973, the situation changed dramatically, and it would be 
wishful thinking to expect any reversal of that trend. In these new 
circumstances, the federal government’s objectives are to increase domestic 
supplies and cut energy demands. 


Canadian consumers have been shielded from the full effects of the recent 
international price increases by the government’s policy of restraining the 
price of domestic oil and subsidizing consumers of imported oil. This policy 
has the effect of equalizing Canadian prices at a level well below those 
prevailing elsewhere. The government has made it clear, however, that this is 
only atemporary program, to provide time to adjust to the new realities. 


Discussions with the provinces are being held again this spring to determine 
the amount of the next price rise, and the challenge will be to achieve a 
balance between longer-term energy objectives and the capacity of the 
economy to absorb further price increases at a time of inflation, 
unemployment, and severe international competition. 


Higher oil and gas prices result in substantial transfers of income from 
consumers to producers. This is inevitable. The impact will be cushioned by 
the system of equalization payments. Actions such as the recent loan by 
Alberta to Newfoundland can also be helpful. 


The increased revenues of producers provide the resources for exploration 
and development. Evidence to date suggests that the industry is in fact 
reinvesting a very large share of its increased revenues. The federal 
government encourages this reinvestment through incentive provisions in the 
Income Tax Act. 


Even in a period of overall restraint, the federal government is incurring 
substantial expenditures in pursuit of energy self-reliance. In oil and gas, the 


efforts to increase domestic supplies for Canadians include the government’s 
investment in the Athabasca tar sands, frontier exploration through Petro- 
Canada and Panarctic, the development of new technology in heavy oils 
recovery and support for new transportation facilities. 


In nuclear energy and aid for provincial electrical utilities, federal outlays and 
commitments exceed $2 billion. The federal government has encouraged 
households and business firms to reduce consumption and a program of 
improving insulation has been established to meet the special needs of Nova 
Scotia and Prince Edward Island. 


The federal government will continue to seek ways to achieve essential 
energy objectives in the most effective and least costly fashion. The prospect 
of higher prices for energy emphasizes the need for better conservation 
practices. 


The Controls over Prices and Incomes 


The controls over prices and incomes introduced on October 14, 1975 have 
helped to bring down the rate of inflation. However, while there is no pressure 
of excess demand which would drive up prices and costs, and inflationary 
expectations have subsided to some degree, the rate of inflation has not yet 
been brought down to an acceptable level. Canadians are now faced with the 
need to pay more for food, energy and imports generally. If controls were 
suddenly removed now, there is a danger that rates of cost and price 
increases would begin to escalate again. This would put in jeopardy the 
sustainable growth of output and employment. The gains that have been 
made in building the base for future prosperity would be threatened. 


At the same time, mandatory controls over prices and incomes cannot 
become a permanent feature of the economic life of this country. The 
scheduled expiry of the Anti-Inflation Act on December 31, 1978 requires that 
plans be made in advance to ensure as smooth a transition as possible to the 
post-control era. The objective is the creation of conditions in which controls 
can be removed without interrupting the continued progress towards the 
country’s economic goals. 


A number of alternative methods of decontrol have been examined. The 
government believes that the best approach would be the phased approach 
based upon the timing of pay agreements and fiscal years. This is generally 
favoured by the provinces. A starting date for the process of decontrol would 
be selected. Employees would remain subject to the compensation guidelines 
to the end of their guideline year in which the starting date falls. The date on 
which each group's guideline year begins is fixed under the program. Groups 
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of employees would emerge from controls over a period beginning with the 
starting date. The process would be similar to that by which groups became 
subject to controls after October 14, 1975. The groups which were “first in” 
would generally be “first out”. Because each group would remain subject to 
controls for their guideline year in which the starting date falls, there would 
be no advantage in delaying wage negotiations. 


Compensation plans covering more than one year would be subject to 
mandatory controls only for the year in which the starting date falls. 
Subsequent increases would be settled by the normal processes. As they 
moved out of mandatory controls employers and employees would have to be 
aware of the continuing need for restraint consistent with the economic 
realities. 


All firms will remain subject to the price and profit controls throughout their 
fiscal year in which the starting date falls. Because fiscal years, like 
compensation plans, end at different dates during the year, the ending of 
price and profit controls at the ends of fiscal years would also provide fora 
process of phasing out. However, it would be important to ensure that the 
procedure for removing mandatory restraint of compensation was adequately 
balanced by the process of lifting the mandatory price restraint. 


The government intends to issue a discussion paper in the near future which 
will provide a fuller description of the planned method of decontrol. It will also 
set out proposals for an agency which will have the responsibility for public 
education about inflation, for monitoring the course of prices, wages, profits 
and other forms of income, public and private, and for drawing attention to 
increases which appear to be inconsistent with the goal of bringing down the 
rate of inflation. The discussion paper will also make suggestions for 
improvements in the structure of the economy which will make it less 
susceptible to inflation; included here will be a discussion of labour- 
management relations and public sector compensation policy. Finally, the 
paper will outline proposals regarding improved procedures for consultation 
between the government and economic interest groups, and discuss formal 
machinery for this purpose. 


Following the publication of the paper, the government will consult further 
with the provinces and with the leaders of business, labour and other groups. 
The objective will be to reach the broadest possible measure of 
understanding of what will be required in order to keep the rate of inflation 
coming down during the process of decontrol and in the post-control period. 


Within this framework, there will be a particular need to consider a possible 
date for beginning the decontrol process. On the basis of all the factors at 
work, the government believes that a starting date prior to the second 


anniversary of the program on October 14, 1977 would not be feasible or 
desirable. A recent initiative on the part of business and labour groups, 
however, has raised the prospect of sufficient support emerging fora 
program of voluntary restraint as to warrant consideration of a somewhat 
earlier date. That could affect the question of timing. This prospect will be 
fully explored in the further round of consultations intended to follow the 
publication of the discussion paper. In the meantime, all parties should 
proceed with wage and price determination in the expectation that controls 
will continue in effect for some time unless replaced by firm understandings 
which produce similar results. 


Direct Job Creation 


It is apparent that Canada’s unemployment situation requires not only some 
measure of economic stimulus, but also specific initiatives directed at 
structural unemployment problems. 


Some of these problems arise from the rapid growth and changes in the 
structure of the Canadian labour supply. Particularly noteworthy has been 
the tremendous increase of young people and adult women in the Canadian 
labour force in the last few years. This is one of the reasons why the level of 
unemployment associated with the same level of demand pressure on the 
economy has tended to rise. A further structural aspect is revealed in the 
particularly high unemployment in certain regions. 


While recognizing that governments cannot assume all the responsibility for 
dealing with these problems, the federal government has given a high priority 
to direct job creation, even in the situation of general expenditure restraint. 


In the field of direct job creation, the government has already launched an 
employment strategy featuring the major new programs of Canada Works 
and Young Canada Works. The impact of these programs will build up rapidly 
through this summer and into next winter. While the programs provide some 
stimulation to all parts of Canada, they are geared to have a greater impact in 
regions of higher unemployment. The programs provide scope for initiatives 
by local public and private groups; they emphasize local arrangements in 
determining priorities. A large number of jobs is created in relation to the 
program cost. They provide solid value for the funds expended. A good 
response has arisen in the first call for Canada Works proposals, confirming 
the government's expectation that the programs are an effective way of 
creating jobs quickly. The original commitment to this employment strategy 
for fiscal 1977-78 is $358 million, over and above the expenditure on regular 
manpower programs. 
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Given the particular need to create employment in the regions where the 
problems are most severe, and to do more to deal with serious unemployment 
among young people, the government has decided to expand the programs 
substantially by adding $100 million. This will bring the government's 
commitment to the employment strategy to $458 million in 1977-78, and the 
total expenditure on manpower programs to $1.2 billion. 


Table 7 indicates the allocation of these funds to various programs. The 
expanded employment strategy will create about 600,000 man-months of 
employment. It will have a significant impact in reducing the number of 
unemployed. 


Table 7 
Employment Strategy 
Fiscal Year 1977-78 

($ Millions) 
Canada Works:and <1 ound. GanadaNVOrks. sa. cc 2°. es ven Scgvae nes a eee oy (x a 300 
Local tnitiatives Progranp ips sere pac: baie <2 psc acts as oy de a ehcp corte, aie g cane ge ee SO GE Te 47 
Summer Job Corps and Student Summer Employment: ......4 «5... eee Teds. 46 
Increased. Funding Tor eraiminge ox.; <2 s. 2)c.a oie kegs 2 Ge Soe nue fei eae ALE Va Ae 28 
Local Employment Assistance:Program nu dec oe ahs oye o een eae ces 23 
OTC BS snl ee Sas oa Meee SP cee at Briar s we a a Camara 8 CDESC perce tek a oe IP 14 
Total atificiasiaoncen ei icedts sie Balan hea a oii ee es 458 


The Control of Government Expenditure 
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The expenditures of all levels of government have been increasing for many 
years both in absolute terms and in relationship to the economy as a whole. 
As the following table shows, consolidated government expenditures as 
recorded in the National Accounts amounted to 22 per cent of the GNP in 
1950. They rose to 30 per cent in 1960 and 36 per cent in 1970 and reached 42 
per cent in 1975. 


This rapid growth in the size of government has provided schools, roads and 
hospitals for a greatly increased population, supported older people, families 
with young children, those without jobs and those unable to work, assisted 
particular sectors of the economy and regions of the country and aided 
developing countries abroad. Governments have had to respond to the 


Table 8 


increasing complexity of modern society and its rapid urbanization. These 
trends have been apparent throughout the industrialized world. 


A policy of limiting the growth of public expenditure in line with the trend 
growth in the GNP was announced in the June, 1975 budget, prior to the 


announcement of the anti-inflation program. It has become an integral part of 


that program, because the growth of government expenditure has played a 
part in the inflationary process. 


Government Expenditures 
(National Income and Expenditure Accounts) 


1950 1960 1970 1975 1976 
(% of GNP) 

Bederal” © a... oc ‘S:somamee, alae Sei en ee Ee 1238 17.6 17.8 21.9 Zia 
Provinciall <2; + ciGeeeetesaso as eae ee et eeaeien od 6.7 9.2 16.5 19.2 19.3 
ocal » oe). <i = Seis Se ee eee 4.9 7.4 9.5 8.8 8.8 
FAG Sold alll Dees ches ck esceaaslol raindance ee ee eee ee -* -* 2.8 oy 3:2 
Ganadarana @uvebec RensioniialainSmement nen msn nt menne = = 0.2 0.5 0.6 
Less Inter-governmental Transfers ............. E2.3 LES) = 10:3 Shas = Ue es 
MotaliGovernmMentiex Pend liLUCS semen nememe inner ima 22.01 2OW/, 36.4 41.8 41.5 


*Prior to 1961 Hospitals were treated as part of the private sector. 


Source: Statistics Canada 


The restraint over government expenditure contributes to the fight against 
inflation in several ways. It fosters greater productivity and efficiency, which 
are needed as much in the public as in the private sector. It leaves more real 
resources available for export, investment and private consumption. It 
reduces the need for higher taxes and provides the scope for tax cuts which 
relieve the upward pressures on costs. 


The results of government restraint are now showing in the statistical record. 


In 1976, total government expenditures declined as a percentage of GNP, 
most evidently at the federal level. At the provincial level, large retroactive 
salary payments in 1976 concealed a similar change in direction. Further 

declines are expected in 1977. 
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Table 9 


For the federal government alone, the slowdown in expenditure growth is 
also revealed in total outlays for fiscal 1976-77 on a Public Accounts basis in 
Table 9 (as distinct from the somewhat different conceptual and statistical 
measurements and time periods of Table 8). 


Federal Government 


Total Outlay 


Ss 


(Public Accounts) 


1973-74 1974-75, 1975-76 _ 1976-77 1977-78 


Actual Actual Actual Estimate Forecast 
($ Millions) 
Budgetary Expenditures~ 2's. ce erase we ards Bee 22,839 29,245 33,979 39,200 41,900 
Loans, Investments & Advances .............. 1,693 2,238 3,305 2,200 2,550 
Tithbel UGA Shen Aas nia 4. Petia oe 0th) ho ene ene 24,532 31,483 37,284 41,400 44,450 
UOADEVOASE! cc. UMte Es such ose tht ca céek i)hn sake Rice hea 22.7 28.3 18.4 11.0 7.4 
EOL US NIP. <2 enemas de tte kee 2 ik) Pee eee ae 20.0 208 23.1 22.4 21.7 


30 


Total outlays, which include both budgetary expenditures and loans, 
investments and advances, are now estimated at $41,400 million in 1976-77. 
This is $750 million less than the estimate of $42,150 million contained in the 
May, 1976 budget. 


These savings in total outlays in 1976-77 will be carried through into 1977-78. 
The reserves for supplementary estimates in 1977-78 have been reduced to 
make room for tax reductions. As a result, the target figure for outlays for the 
fiscal year ahead is $44,450 million. This is $650 million less than the 
expenditure plan announced by the President of the Treasury Board when 
tabling the Main Estimates and represents a year-over-year increase of only 
7.4 per cent. The small increase reflects in part the new financing 
arrangements for health and higher education but, even when allowance is 
made for this special factor, the increase would be only 9.8 per cent. This is 
lower than the expected growth of GNP and lower than the 11 per cent 
increase predicted in the last budget. These savings have come from the 
general success of the restraint policy rather than cuts in specific programs. 


Monetary and Fiscal Policy 


In present circumstances, the task of monetary and fiscal policy is to 
encourage a growth of nominal demand which is consistent with the 
expansion of employment and the winding down of inflation. In line with 
these goals, the Governor of the Bank of Canada in his recent annual report 
has confirmed the Bank’s strategy of progressively moderating the rate of 
monetary expansion. The Governor noted that the rate of monetary 
expansion had been below the target range of 8-12 per cent. The reductions 
in Bank Rate in three stages from 9 1/2 per cent to 8 per cent were intended to 
bring the growth of the money supply back on course. There has been a 
general decline in interest rates. Recent experience has shown once again 
that the best way to get interest rates down is to bring the rate of inflation 
down. 


While the overall fiscal strategy has not been formulated in terms of a 
numerical guideline, the advantages of avoiding wide swings in the stance of 
policy are recognized. The November, 1974 budget provided substantial 
stimulus to help maintain the growth of demand and it limited the severity of 
the recession in Canada. The stance thus set for 1975-76, and the deficit 
which it entailed, were basically maintained in 1976-77. When the slack in the 
economy is taken up, the deficit will be reduced. However, to attempt to cut 
deficits too soon would threaten the recovery. 


A series of expansionary fiscal steps has taken effect in recent months, 
including the reduction of personal income taxes as a result of indexation, the 
reduction of unemployment insurance premiums, and expanded direct job 
creation programs. The extent of the further stimulus required has been 
determined in the light of the government's interrelated objectives. Rapid 
economic growth could not be sustained if it led to more inflation and a worse 
balance of payments situation. It is also important to avoid placing too much 
pressure on the capital markets at a time when private investment is being 
encouraged and when other borrowers may be looking to the domestic 
capital market for an increasing portion of their financing needs. 


The starting point in considering the type of fiscal stimulus to be provided has 
been the commitment to expenditure restraint. Within this restraint further 
resources have been allocated to the creation of new jobs. The main stimulus, 
however, will take the form of tax reductions. 
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Budget Measures 


A number of specific objectives have guided the choice of the measures put 
forward in the budget: 


“Encouraging investment in the private sector. 


*Revitalizing Canadian equity markets as a source of new business 
financing. 


*“Augmenting the flow of internally generated funds within business to 
offset the effects of both lagging profits and the distorting impact of 
inflation. 


“Encouraging small business and venture enterprises. 


“Fostering growth in those regions of Canada which have lagged behind 
in developing economic strength. 


*Sustaining consumer demand. 


*Relieving the burden of taxation borne by Canadians, particularly those 
with modest incomes who are most affected by inflation. 


*Simplifying the tax system. 


Investment and Regional Growth 


The recent weakness in capital investment and the structural and regional 
character of the current unemployment have been described. 


Investment Tax Credit 
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The government has introduced a number of tax incentives in the past to 
encourage capital investments in general and a strong manufacturing sector 
in particular. One existing incentive is the 5 per cent investment tax credit 
introduced in 1975 and scheduled to expire on June 30 of this year. Under the 
present rules, investments in new buildings, machinery and equipment which 
are acquired for use within Canada primarily in a manufacturing or 
processing business, in the extraction and production of petroleum or 
minerals, or in logging, farming, or fishing, qualify for the credit. It has proved 
to be an important incentive during the difficult economic circumstances of 
the past two years and will continue to be needed in order to support the 
investment necessary to strengthen the current recovery. 


The investment tax credit will be extended for a further three years. Qualified 
investments made before July 1, 1980 will now be eligible for the credit. 


In addition, it will be expanded in two ways. 


First, recognizing the importance of maintaining a vigorous research effort in 
Canada, current and capital expenditures on scientific research and 
development made after March 31, 1977 and before July 1, 1980 will be 
eligible for the credit. Research and development are important in 
maintaining the international competitiveness and productivity of Canadian 
industry. The investment tax credit, coupled with the existing fast write-off for 
research costs, should increase the efforts of Canadian businesses in this 
direction. 


Second, an increase in the amount of the credit will apply to investments 
made in the slower-growth regions of Canada. In areas designated under the 
Regional Development Incentives Act — that is, in Saskatchewan, Manitoba, 
Northern Ontario and all RDIA designated regions in Québec other than the 
Gaspé region — the rate of tax credit will be raised to 7 1/2 per cent. In the 
Atlantic Provinces and the Gaspé region, which are also designated in their 
entirety under RDIA and where the problems are most acute, the rate of the 
credit will be raised to 10 per cent. The higher credits will be in effect for 
qualified investments made after tonight and before July 1, 1980. 


The proposed extension and enrichment of the credit is estimated to cost 
$385 million in the next 12 months. 


Frontier Oil Exploration 


In present circumstances a fuller knowledge of Canada’s petroleum and 
natural gas production potential is essential. To date, however, there has not 
been the level of exploration activity in Canada’s frontier areas, particularly in 
deep water, to provide this knowledge. There are a number of reasons for this 
including the high costs of offshore exploration, the attractiveness of drilling 
for more accessible reserves, and an absence of any major new discoveries. 
Geologists have indicated, however, that the formations in Canada’s frontier 
areas suggest the possible existence of further significant oil and gas 
deposits. An incentive to encourage exploration in these areas of Canada is 
appropriate at this time. 


Additional encouragement will be provided to taxpayers in respect of 

drilling costs in excess of $5 million incurred in connection with an exploratory 
well. The well must be located in Canada, including the continental shelf, 

and the expenses must be incurred between March 31, 1977 and April 1, 1980. 


The incentive will take the form of an additional earned depletion entitlement 
of 66 2/3 per cent of qualifying drilling costs. A taxpayer will be entitled to 
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offset this additional depletion against income from any source, whereas 
normal depletion is deductible only to the extent of 25 per cent of resource 
profits. This latter feature should attract the participation of investors who 
have not previously been involved in resource exploration. 


Rail Transportation 


In order to assist the necessary expansion of rail transport facilities, 
particularly for the movement of grain and coal in Western Canada, track and 
grading expenditures made after March 31, 1977 and before April 1, 1980 will 
be eligible for capital cost allowance at a rate of 8 per cent instead of the 
current rate of 4 per cent. In addition, the cost to a mining company of 
constructing a railway spur line will be given the same treatment as the cost of 
constructing a road to transport ore from a mine site. Both of these proposals 
involve changes to existing regulations. 


Equity Investment and Business Finance 


Other measures are proposed in the budget to encourage savings and 
investment. A particular concern has been the financing of investment 
through new equity issues. Activity in Canadian equity markets has declined 
in the past two years due to such unsettling factors as the world recession, 
oil-price increases, inflation, and poor corporate earnings. Individuals and 
institutions have moved to fixed-income securities. Markets are generally 
unreceptive to new equity issues. For many corporations, their equity base 
has been reduced to a level which will not permit further borrowing needed 
for business expansion. 


The Canadian markets have failed to rebound to the same extent as markets 
in other industrialized countries. Although the general stimulus measures 
proposed in the budget should have positive effects, additional measures are 
needed to increase the return on equity investments and thereby generate 
new sources of investment funds. 


Dividend Tax Credit 
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There will be a major increase in the dividend tax credit. Starting January 1, 
1978, the amount of dividends received from taxable Canadian corporations 
will be grossed-up by one-half, as opposed to the current one-third, and 
taxpayers will be allowed to claim against tax a credit equal to this higher 
amount. 


This measure will provide benefits in a progressive manner in that the net tax 
on each dollar of cash dividend received will decline by a larger dollar amount 
the lower the income of the taxpayer. This is shown in the table included in 
the Supplementary Information. The table also illustrates how this measure 
will improve the return on equity investments. The proposed increase in the 
dividend tax credit should thus make it more attractive for investors in all 
income brackets to return to the equity market. 


The federal revenue loss from this measure is estimated to be $120 million in 
the first full year of operation and the measure will also affect provincial tax 
revenues. 


Corporate Surplus 


The increase in the dividend tax credit and the maturing of the capital gains 
tax introduced in 1972 make it possible to greatly relax the many complex 
rules designed to prevent surplus stripping, i.e., the avoidance of tax on the 
distribution of corporate surplus. Most surplus-stripping techniques involve 
trying to convert a dividend distribution into a capital gain on the sale of a 
company’s shares. The tax burden on these different forms of income will 
now be sufficiently similar to permit the abandonment of most of these 
complex rules. 


There is a need for simplification of the provisions of the Act dealing with the 
distribution of corporate surplus. Furthermore, the rules, particularly those 
relating to designated surplus and deficiencies, often hamper constructive 
business reorganization and expansion. 


The designated surplus provisions will be repealed effective April 1, 1977. At 
the same time, most of the paid-up capital and debt deficiency rules will also 
be eliminated and the corporate law concept of paid-up capital will be 
substituted. In addition, the existing provisions relating to 1971 undistributed 
income and 1971 capital surplus on hand will be substantially phased out over 
a transitional period. While the need for rules to prevent surplus stripping is 
reduced, this need is not entirely eliminated. Therefore, anti-avoidance 
provisions will remain in the Act but their scope will be very considerably 
narrowed. Further details of these and related changes are included in the 
Supplementary Information. 


These proposals taken together represent a major reform. Complexity will be 
significantly reduced and problems of administration and compliance will be 
considerably eased. Efficiency of business operation should be improved 

through the removal of artificial impediments to decision making. In turn, this 
should encourage increased productivity and investment in new enterprises. 
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Capital Losses 


Capital Gains 


It will be particularly beneficial to small businessmen, who do not have access 
to or who cannot afford sophisticated tax advice. They will be able to operate 
and expand their businesses in a much simpler and more efficient manner. 


A further budget measure concerns an individual’s ability to deduct net 
capital losses against income from other sources. Currently, such losses can 
be offset against $1,000 of other income ina year. Effective this year, the 
$1,000 offset will be doubled to $2,000. This will result in a reduction of 
federal tax of $45 million for the 1977 taxation year. 


Currently, the Income Tax Act exempts the first $1,000 of interest and 
dividend income from tax. In order to further encourage individual 
investment, taxable capital gains realized on the sale of Canadian securities 
will be eligible for inclusion in the present $1,000 deduction for interest and 
dividend income effective this year. 


Non-Resident Withholding Tax 


Another source of funds for expansion and investment is the foreign capital 
market. Borrowings from abroad will continue to be required by both 
governments and industry. Currently, there is an exemption from non- 
resident withholding tax for interest payable on government and long-term 
corporate bonds issued before 1979. Several provinces, and many firms 
engaged in large expansion projects, have pressed for an early extension of 
this expiry date in order to make long-term investment plans and 
commitments. The exemption will be extended to such securities issued 
before 1983. 


Stock Dividends 
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Many public corporations are anxious to proceed with expansion plans. At 
the same time, some part of their profits must be devoted to maintaining a 
stable dividend record. In periods of lagging profits and tight liquidity, the 
need to pay cash dividends can frustrate investment intentions. To assist in 
this regard, effective April 1, 1977, dividends received from public 
corporations in the form of shares will no longer be treated as income, taxable 
when received, but will be treated as capital gains, taxable only when these 


shares are sold. This measure will permit companies to maintain their 
dividend performance and yet retain their funds for expansion. 


inventory Adjustment 


Widespread concern has been expressed about the effects of inflation in 
distorting the measurement of income reported on financial statements and 
the related tax consequences. 


These concerns have prompted the search for an accounting system which 
fully recognizes the impact of inflation. Accounting bodies and other 
interested groups are engaged in studies and discussions to this end. The 
government has been following these developments closely and is an active 
participant in certain areas where it can play a useful role. It intends to 
continue to support this process, which has an importance that extends well 
beyond the concerns of the business community alone. 


Any comprehensive tax measures in this area should await the development 
of appropriate accounting systems and the consideration of the full range of 
issues involved. At the same time, the liquidity problems facing business are 
urgent. These problems arise from the higher costs of financing the 
replacement of depreciable assets and inventories. 


With regard to depreciable assets, the generosity of the current capital cost 
allowance system and the investment tax credit combine to provide a 
substantial offset to the effects of inflation. There are no corresponding 
offsets in the case of inventories and therefore this problem has been 
addressed in the budget. 


An adjustment based on the current practices of valuing inventories will be 
introduced. It will take the form of a deduction in calculating business income 
each year of 3 per cent of the opening value of qualifying inventories. The 
adjustment will be allowed for fiscal periods which commence after 
December 31, 1976 and will be available to both incorporated and 
unincorporated business. 


This measure will reduce federal revenues by $300 million in the first full year 
of operation and will also affect provincial tax revenues. 


This measure does not represent a comprehensive response to the problems 
caused by the interaction of inflation and taxation on business income. 
However, it will provide a broad measure of relief and thereby enhance the 
flow of internally generated funds available for business expansion. It also 
has the considerable merit of being simple to use and requires no 
fundamental change in accounting practices. 
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Small Business 


The government attaches great importance to the contribution small business 
makes to the Canadian economy. There is ample evidence of this in the tax 
law. The small business deduction, for example, which was substantially 
expanded in the last budget, provides a direct benefit to small business of 
more than $700 million annually. The venture capital review, which was 
announced in the budget last year, was devoted in part to the search for 
solutions to the financing problems of small business. This analysis revealed 
that no single tax measure could resolve them. 


Many of the problems of the small businessman are a part of the larger 
problem to which the measures referred to above are directed. Substantial 
benefits will flow to small business from the proposals for the extension and 
increase of the investment tax credit, the increase in the dividend tax credit, 
the inventory adjustment and the other measures directed towards 
investment. Further measures are proposed in the budget. 


Employee Stock Options 


Smaller, and particularly newer companies, very often find it difficult to 
attract and retain people with the necessary executive skills because they do 
not have enough financial resources to match the higher salaries offered by 
larger enterprises. 


A change in the tax treatment of employee stock options will alleviate this 
problem. At present, when a taxpayer exercises a stock option granted by his 
employer, the difference between the fair market value of the shares acquired 
and the price payable under the option is taxed as ordinary income. A special 
tax treatment for stock option plans established for employees of Canadian- 
controlled private companies will be introduced effective April 1, 1977. 
Under this proposal, the difference between the option price paid for the 
shares and their sale proceeds will be taxed as a capital gain and then only 
when the shares are disposed of. This proposa! will not apply to an 
employee who is a controlling shareholder of the company or is related to 
a controlling shareholder. The stock option will permit this type of 
company to reimburse its key employees in a way that does not impair its 
working capital. 


Election of Capital Gains Treatment 


An important impediment to venture capital investment is the tax uncertainty 
relating to investments in new enterprises. Under the existing rules, certain 


38 


investors face the possibility that any gains on their investment will be taxed 
fully as ordinary income rather than as a capital gain. To remove this 
uncertainty, a taxpayer will be permitted to make a permanent, lifetime 
election to have capital gains treatment in respect of his investments in most 
types of Canadian securities. This option will not be available to security 
dealers, banks, trust companies or similar financial institutions. 


Part IV Refundable Tax 


Another problem for investors in small or new businesses arises out of the tax 
levied under Part IV of the Income Tax Act. This is a refundable tax payable 
by a private corporation on otherwise exempt dividend income to prevent its 
use as a tax shelter for the portfolio dividend income of wealthy individuals. 
The imposition of this tax acts as a hindrance to venture capital corporations 
which are prepared to take minority positions in other businesses. 


The Part IV tax will be limited, for taxation years commencing after 1976, to 
those situations where the inter-company shareholding isin the nature of a 
portfolio investment. This will remove a disincentive for private companies to 
make significant investments in other companies and will facilitate joint 
ventures. 


Business and Farm Expansions 


When business assets are sold, any capital gain is subject to tax even when 
the funds received are used to purchase similar assets in the same business. 
A typical transaction of this type occurs when a commercial business moves 
from the centre of acity, or when a farmer sells his farm and buys another. 
The existing tax treatment of such voluntary replacements is an impediment 
to desirable relocations by businessmen and farmers. Effective April 1, 1977, 
there will be a deferral of tax on any capital gain or recapture that arises from 
the voluntary sale of land, buildings and certain other productive assets to the 
extent that the proceeds are reinvested in similar assets. 


Metric Conversion 


The conversion to the metric system involves extra costs for businessmen 
and employees. A number of measures will be introduced to alleviate this 
burden. Employees obliged to purchase duplicate measurement-sensitive 
tools will be allowed to claim a refund of one-half the cost of such tools fora 
five-year period commencing April 1, 1977. Conversion parts for scales used 
by retailers will be exempt from sales tax and conversion parts not made in 
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Canada will be allowed duty-free entry. Smaller metric scales purchased by 
retailers will be subject to sales tax at only half of the regular rate. Capital 
outlays incurred by retailers for replacement of such metric scales will be 
allowed as an expense for income tax purposes. These latter provisions will 
extend for a four-year period commencing April 1, 1977. 


Personal Income Tax Measures 


Aseries of steps has taken effect in recent months either as a result of specific 
decisions or in response to the provisions of existing legislation to improve 
the disposable income of Canadians. These have included the reduction in 
personal income taxes as a result of indexation and the reduction of 
unemployment insurance contribution rates. 


Further action is proposed both to sustain personal expenditure and to 
provide some relief to Canadians who are particularly affected by the higher 
prices of necessities. 


Federal Tax Credit 
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The existing federal tax credit will be enriched. The rate of the credit was 
recently changed from 8 per cent to 9 per cent as a result of the new fiscal 
arrangements with the provinces. The maximum credit is $500 per taxpayer 
and the minimum of $200 ensures that the greater benefit from the credit goes 
to lower income taxpayers. 


For the 1977 and subsequent tax years, taxpayers will be allowed to claim an 
additional credit of up to $50 in respect of each dependent child under 18 
years of age resident in Canada. The limit of $500 will continue to apply to the 
enriched credit. The additional reduction, like the present tax credit, can only 
be applied to reduce federal tax payable and does not affect provincial tax 
liabilities. 


For taxpayers with children, the additional tax reduction will have the effect of 
partially or totally filling any gap between the value of the existing tax credit 
and the $500 limit. For example, a taxpayer with two children, whose current 
tax credit is $350, will be able to claim a full additional credit of $100 in 

respect of his children. The application of the $500 limit restricts the benefits 
of this measure to those taxpayers below a taxable income threshold of about 
$23,000. It provides most benefit to taxpayers with larger families and modest 
incomes. In addition, it eliminates federal tax liability for a significant number 
of low-income taxfilers. This measure is estimated to save taxpayers $275 
million in the 1977 taxation year. 


Employment Expense Deduction 


Prior to 1972 only a few specified expenses were deductible by employees for 
income tax purposes. In 1972, as part of tax reform, the government enacted 
the employment expense allowance of 3 per cent of wage and salary income 
with a maximum deduction of $150, thus giving recognition to expenses 
incurred in working without requiring taxpayers to keep receipts. 


Since 1972, inflation has eroded the value of this deduction. The limit will 
therefore be increased to $250 effective for the 1977 and subsequent taxation 
years. The proposed increase exceeds that which would have been produced 
by simply indexing the current limit. This measure is estimated to reduce the 
federal tax liabilities of taxpayers by $115 million in the 1977 taxation year and 
will also affect provincial tax liabilities. 


Tables included in the Supplementary Information show the combined 
benefits to typical taxpayers from these two measures. Their effect, together 
with the existing provisions of the income tax system, will be to completely 
eliminate the federal tax on married taxpayers with two children and earnings 
of less than $7,360. The comparable income level for a family with four 
children is $8,295. 


For 1977 the full-year tax saving from the child credit and employment 
expense deduction will be reflected in the source deduction tables starting 
July 1 of this year. 


Other Income Tax Measures 


A number of proposals in the budget deal with special problems. Detailed 
information on the proposed changes in the income tax is included in the 
Ways and Means Motion and the Supplementary Information. However, some 
of these measures are referred to below. 


The Registered Home Ownership Savings Plan (RHOSP) 


The RHOSP provides assistance to taxpayers, particularly young couples, to 
accumulate savings for the purchase of a home, and more than 400,000 
Canadians have established plans. However, the plan has been criticized for 
permitting an unwarranted tax advantage to those families who either 
currently own a home or have no intention of acquiring one. In order to 
prevent misuse of the plan, a number of changes will be made: 


1) The taxpayer will not be permitted to make a deductible contribution 
to a RHOSP after 1977 if the spouse with whom the taxpayer is living 
owns a home. 
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2) Home furnishings will be excluded after this year from property 
qualifying for the tax-free application of RHOSP funds. 


3) The tax-free rollover of funds from a RHOSP to a Registered 
Retirement Savings Plan will be discontinued, effective immediately. 


4) Amaximum limit of 20 years will be introduced for the use of RHOSP 
funds for the purchase of a home. 


In addition, several relieving changes will be introduced to deal with 
particular problems that taxpayers have experienced with RHOSPs. One such 
change will permit a deduction for contributions to a RHOSP in the year in 
which a home is purchased. Relief will also be provided for taxpayers who 
close out their RHOSPs with the intention of purchasing a home but are 
unable to do so. 


The Registered Retirement Savings Plan (RRSP) 


Life Insurance 
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Current income tax provisions require a taxpayer, upon reaching the age of 
71, to use the funds accumulated in the RRSP.to purchase a life annuity, the 
receipts from which are taxable as received each year. The only alternative 
permitted is to withdraw the accumulated funds in a lump sum and be taxable 
on the full amount in the year of withdrawal. Many people have argued that 
these alternatives are too restrictive. Currently, the government is embarked 
ona review of the entire range of issues relating to retirement income, 
including the comparability of treatment of RRSPs and Registered Pension 
Plans. This particular problem will be considered as part of that review. 


Achange is proposed in the provisions relating to RRSPs established fora 
spouse. It is designed to discourage the misuse of a spousal plan as a means 
to gain short-term tax advantage, rather than to provide a retirement income 
for the spouse. Effective April 1, 1977, contributions to a spouse’s RRSP bya 
taxpayer will be taxed in the contributor’s hands, rather than in the spouse’s 
hands, if such funds are withdrawn within three years from the year in which 
they are contributed. 


The present system of taxation of life insurance companies was introduced in 
1969 when, subject to minor exceptions, the industry became liable fora 
profits tax for the first time. It has taken several years to assess the new tax 
system for life insurance companies. It is now apparent that major changes 
are in order to ensure that all insurance companies bear their fair share of tax 
in the future. 


Acomprehensive description of the changes introduced in the budget 
affecting life insurance is included in the Supplementary Information. 
However, some of these changes affect individual policyholders and are 
summarized below. 


15 Per Cent Tax on Investment Income Destined for Policyholders 


Under Part XII of the Income Tax Act, insurance companies are obliged to 
pay a 15 per cent tax on any investment income which will eventually be 
distributed to policyholders. This tax was imposed so that it would not be 
more attractive to save money through the ownership of a life insurance 
policy or certain annuities than through other forms of savings. However, 
when the government introduced the $1,000 exemption for interest and 
dividend income, the balance between competing forms of savings may have 
been upset. Therefore, the Part XII tax will be repealed and the investment 
income on life insurance policies and annuities will be allowed to accumulate 
tax-free for the benefit of the policyholder. However, the policyholder or 
annuitant will eventually be subject to tax on this income as described in the 
next paragraph. 


Taxation of Policyholders 


Policy Loans 


Under the present tax regime, no portion of life insurance proceeds is taxable 
when received as a result of the death of an individual. Alternatively, where a 
policyholder cashes in a policy he is now taxable on the excess of its cash 
surrender value over his premiums (net of policy dividends) paid by him on 
the policy. This represents the untaxed savings element of the policy. Life 
insurance proceeds on death will be taxed in the same manner. That is, tax 
will be imposed on the policyholder on the assumption that he had 
surrendered his policy just prior to death. A value will be established for each 
policy as of its next anniversary date to ensure that only the savings element 
of the policy accumulated after that anniversary date is taxed on the death of 
a policyholder. Many policies will not be subject to tax at all. Of those that are, 
only a small proportion of the proceeds will be taxable. 


When an insurer advances funds to a policyholder against the cash surrender 
value of that policy, the advances are actually prepayments of the 
policyholder’s entitlement under his policy contract. Until now, the industry 
and policyholders alike have treated these prepayments as loans. Effective in 
1978, it will be made clear that for tax purposes these advances are not loans 
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but merely prepayments of the policyholder’s entitlement and therefore that 
the charge paid to the insurer by the policyholder in respect of the advance is 
an additional premium. 


Refunds and Late Payments 


The government intends to increase the rate of interest on both 
underpayments and overpayments of income tax. The existing rate of 6 per 
cent is clearly unrealistic in present circumstances. Starting in 1978 the rate 
will be set by reference to the prime rate charged by chartered banks. 


Commodity Taxes 
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The sales tax changes proposed in the budget are intended for the greater 
part to facilitate compliance and administration. They are outlined in the 
Supplementary Information and in the Ways and Means Motion. 


However, three modifications in the sales tax are referred to here. First, it is 
the government’s intention to exempt from federal sales tax certain producers 
of craft products which are of significance to Canadian culture and heritage. 
Consultation with the crafts industry will be necessary before determining 
which groups will be exempted. A second change concerns the exemption 
from sales tax for the output of small manufacturers. Where annual sales are 
less than $3,000, manufacturers are not required to pay sales tax on their 
products. This avoids the necessity of tax collection in circurnstances where 
the costs of compliance and collection exceed the potential revenues. The 


exemption will be raised from $3,000 to $10,000. Third, several energy 
conserving items will be prescribed as exempt from sales tax including 
certain additional insulating materials. 


Reference should also be made to the present status of the review of the 


commodity tax system which was initiated with the tabling of the Discussion 


Paper on Federal Sales and Excise Taxation at the time of the June, 1975 
budget. 


Since the tabling of this document, some 200 major submissions have been 


received and discussions have been held with those parties who wished to 
present their views to the members of the interdepartmental review group. It 
is clear that a very substantial proportion of those who have chosen to make 


their views known to the government have reservations about the proposal to 
convert the present manufacturers’ sales tax to a wholesale tax, i.e., to one 


imposed upon sales to retailers. 


The recommendation which was encountered most frequently in submissions 
was to improve the sales tax at the present manufacturers’ level. The 
improvements most often suggested were the following: 


(i) the licensing of importers so that they become liable for tax on their 
sales in Canada; 


(ii) the expansion of the definition of “manufacturer” to include those 
persons who are private branders or who perform marginal 
manufacturing operations on goods bought for resale, so that tax 
becomes payable on their sales; and 


(iii) the provision of an effective appeals mechanism. 


While this approach has the considerable merit of maintaining in large 
measure the structure with which taxpayers have become familiar, it suffers 
from some very serious defects. For example, the proposal to license all 
importers is tantamount to adopting a wholesale tax for importers, while 
leaving the tax on domestic producers at the manufacturers’ level. This would 
not likely be acceptable to Canada’s GATT partners. It would also be difficult 
to establish a quasi-wholesale tax on a selective basis in order to bring certain 
classes of persons within the taxing ambit of a manufacturers’ tax. Finally, 
because goods are marketed at different trade levels, neutrality or non- 
discrimination under a manufacturers’ tax would require very substantial 
reliance upon notional values. Such values are quite incompatible with an 
effective appeals mechanism. 


These considerations make it difficult to accept the recommendation to 
improve the commodity tax system while retaining it at the present 
manufacturers’ level. In consequence, the matter should be given further 
detailed consideration. To facilitate that consideration, the report of the 
Commodity Tax Review group will be tabled in the House of Commons 
shortly in order that all concerned may have access to the detailed analyses 
contained in that report. The report will be referred to an appropriate 
standing committee of the House, in order that the government may benefit 
from the committee’s assessment before it decides on the most appropriate 
course of action. 


Tariff Changes 


In 1973 tariffs were reduced temporarily on a wide range of consumer 
products in order to moderate the upward pressure on prices. The measure 
was extended by the last budget to June 30, 1977. The reductions applied to 
such food products as sugar, prepared cereal foods, biscuits, certain 
vegetables and some fish products. In the non-food sector, the cuts covered 
such products as drugs and pharmaceuticals, kitchen and dinnerware, hand 
tools, photographic equipment and sporting goods. 
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Most of these reductions will be continued until June 30, 1978. However, in 
view of serious import competition, the tariffs on light fixtures will revert to 
their previous levels on July 1 of this year. The temporary reductions on 
refined sugar will also be modified as of the same date to provide Canadian 
refiners with the net amount of protection recommended by the Tariff Board. 
This means that the tariff on refined sugar will be increased by one-fifth of a 
cent per pound. 


Extension of the reductions is not expected to injure Canadian industry. In 
case problems do arise, authority is again being sought to withdraw by Order 
in Council any reductions which have serious effects on employment or 
production in Canada. 


The continuation of these temporary tariff reductions will not detract from 
Canada’s position in the current multilateral trade negotiations in Geneva. 
Canada will be negotiating on the basis of the tariff rates which appear in the 
schedules to the General Agreement on Tariffs and Trade rather than the 
rates now in effect on a temporary basis. 


An existing tariff provision accords free entry to goods imported by 
Canadians returning from extended periods of residence abroad. An 
amendment will restrict free entry to articles valued individually at $7,500 or 
less in order to prevent abuses of this provision. 


In the last budget, compressor sets and electricity generating sets from 
Britain and Ireland were made subject to the Most-Favoured-Nation tariff. At 
that time, it was announced that the Department of Finance would conduct a 
review of the 2 1/2 per cent British Preferential rate on other machinery. This 
review has identified certain other machinery and related equipment where 
Canadian manufacturers are facing serious difficulties due to competition 
from imports from Britain under the preferential rate. Such imports from 
Britain and Ireland will therefore be made subject to the 15 per cent M.F.N. 
tariff immediately. However, when machinery within these categories is not 
available from Canadian sources the duty can be remitted under the 
Machinery Program. A number of other tariff changes are referred to in the 
Ways and Means Motion. 


Two policy issues are being referred to the Tariff Board for study. The first is 
the coverage of tariff item 69605-1 which provides duty-free entry for a wide 
range of scientific apparatus, preparations and other goods imported by or 
for qualified users, such as religious, educational and scientific institutions 
and public hospitals. This item was recently amended in Bill C-15 as it related 
to scientific preparations. When it became evident that this amendment was 
not having the desired effect, temporary relief was provided by Order in 
Council under the Financial Administration Act. The item will be further 


amended to give statutory effect to the Order in Council pending review of the 
item in its entirety by the Tariff Board. 


The second study will concern the tariff treatment accorded to hobby 
equipment, antiques and other collectors’ items. As an interim measure, duty- 
free provisions for antiques will be amended to cover articles more than 50 
years old. 


Continued study will be given to according duty-free entry to traditional 
ethno-cultural costumes when imported by ethno-cultural groups. The 
precise scope of any such measure will be determined after consultation with 
interested parties. 


Efforts to help developing countries improve their export earnings area 
priority in the current Geneva negotiations. Most developed countries already 
have, or are about to implement concessions to this end. Certain 
amendments to the Customs Tariff will give immediate effect to tariff 
reductions which Canada has offered to the developing countries. Products 
covered include processed coffee, bulk orange juice concentrate, bananas, 
wood veneers and hand-hooked carpets. 


In general the multilateral trade negotiations are not moving ahead as rapidly 
as originally envisaged. They are expected to become more active later this 
year. These are important negotiations. Canada’s growth and prosperity are 
heavily dependent on foreign trade. To reap the benefits of scale and 
specialization and to improve productivity, the manufacturing and processing 
industries need better access to large foreign markets. 


Many businessmen and workers are concerned that reductions in Canadian 
tariffs and other trade barriers will create economic dislocation. The 
government is considering how best to ensure that economic adjustments 
needed to adapt to a more liberal international trading environment are 
carried out without undue hardship to Canadian firms and workers. However, 
Canada cannot afford to adopt a protectionist attitude towards imports. 
Canadian trade barriers will have to be lowered in return for concessions by 
other countries. 


The government is consulting with provincial governments, Canadian 
producers and manufacturers, labour unions and other interested parties 
concerning the negotiations. These consultations will intensify in the coming 
months. Canadian businessmen should identify not only the problems they 
may face from increased competition from imports, but also the benefits 
which should be sought for their exports. In these wide-ranging negotiations, 
which will set the trade rules for the 1980s, Canada will be looking for 
substantial reductions in other countries’ tariff and non-tariff barriers. 
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The measures contained in the budget will help to quicken the pace of 
economic recovery. Consumer spending will be sustained and investment 
stimulated. If domestic costs are kept under control, the decline in the 
exchange rate will enable Canadian firms to compete on a more equal footing 
with their competitors abroad. With sustained growth in the economies of 
Canada’s trading partners, a further improvement in the trade balance anda 
reduction in the current account deficit can be expected. Output in Canada 
will thus begin to rise again at the annual rate of 5 per cent or more as is 
needed to bring down the rate of unemployment, but the rate of growth is 
expected to pick up during the course of the year. 


Given the time lags involved, this may not happen at once. For 1977 as a 
whole, the gross national product is likely to be 4 per cent or more higher in 
volume and 11 per cent higher in value than in 1976. Employment is expected 
to be about 150,000 higher on average this year than last but the increase 
between late 1976 and late 1977 could be as high as 250,000. 


At present the cost of living is being affected by renewed increases in food 
prices and by higher energy prices. The decline in the exchange rate is also 
having its effect on the prices paid in Canada. But as long as cost increases, 
especially increases in labour costs, keep coming down, the underlying trend 
towards lower inflation will reassert itself. 


The government's fiscal position, on both the Public Accounts and National 
Accounts bases, is displayed in the standard summary budget tables in this 
section of the document. The tables show actual figures for fiscal year 1975-76, 
estimates for 1976-77, and the forecast for 1977-78. The fiscal year is just on 
the point of closing and the estimates for 1976-77 are still very preliminary. 


In 1976-77, it is now estimated that financial requirements excluding foreign 
exchange transactions will amount to $5.35 billion. This compares with the 
$4.5 billion forecast in the budget of last May. As noted in the discussion of 
government expenditures, outlays were lower than forecast last May by some 
$750 million. However, this saving on outlays was more than offset by the 
shortfall of revenues from the original budget forecast. Somewhat lower 
levels of certain economic variables, including corporate profits, than 
anticipated last May contributed significantly to the revenue shortfall. A 
larger part of the shortfall, however, was due to an overestimate of the 
elasticity of the personal income tax to its tax base. The correction of this 
upward bias in forecasting methods, and the resulting downward revision in 
the rate at which personal income tax revenues are expected to grow in the 
future, obviously has continuing implications. It is one of the reasons why 


financial requirements are no longer expected to decline between 1976-77 
and 1977-78, as anticipated at the time of last May’s budget. 


For 1977-78, total financial requirements excluding foreign exchange 
transactions now are expected to increase to $6.4 billion. The tax reductions 
in the budget have directly added some $1.17 billion to financial requirements 
and are, of course, one cause of the low rate of growth of budgetary revenue. 
Revenues are also reduced by the new federal-provincial fiscal arrangements, 
as are expenditures. The transfer of personal income tax points to the 
provinces reduces the expected rate of growth of personal income tax 
revenues in 1977-78 by 11 1/2 percentage points. On acash basis, the 
reduction in federal revenues as a result of the new arrangements is 
approximately $700 million greater than the reduction in expenditures in 
1977-78. This net transfer to the provinces increases in subsequent years. 
Even if federal outlays are adjusted upwards to eliminate the effect on 
expenditures of the new fiscal arrangements, the share of federal outlays in 
GNP would still show a reduction in 1977-78. 


In 1976-77 and 1977-78, the federal government’s fiscal position on the 
National Income and Expenditure Accounts basis displays rather similar 
trends to the position on the Public Accounts basis. The 1976-77 deficit on 
the National Accounts basis is expected to rise from $4.5 billion in 1976-77 to 
$5.7 billion in 1977-78. 


In addition to the basic Public Accounts and National Accounts tabies 
presented below, anumber of supplementary tables on the fiscal position are 
included in the Appendix. The components of budgetary revenues are shown 
in the first table. This is followed by the Extended National Accounts 
presentation, introduced last year, which provides information on the factors 
involved in the difference between the National Accounts balance and total 
financial requirements. The remaining supplementary tables provide a 
reconciliation of the differences between the revenues, expenditures and 
non-budgetary transactions on the Public Accounts and Extended National 
Accounts bases. 


With the indexing of the personal income tax providing an automatic federal 
tax cut of more than $900 million, and with the net transfer of fiscal resources 
to provinces under the new federal-provincial fiscal arrangements, financial 
requirements and the National Accounts deficit would have stayed rather 
high in 1977-78 even in the absence of the tax reductions put forward in the 
budget. In other words, the federal fiscal stance prior to the measures 
remained quite expansionary. The increases in financial requirements and in 
the National Accounts deficit in the forecasts presented below, which take 
account of the measures announced in the budget, reflect a fiscal policy 
stance which provides a moderate injection of further stimulus to the 
economy in 1977. 
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Table 10 

Government of Canada 

Summary Statement of Transactions 
Public Accounts Presentation 


1975-76 1976-77 1977-78 
Actual Estimate(1) — Forecast(1) 
($ millions) 
Budgetary Transactions 
FREVENUGS Sarre nae pewter ai bea PE init AR ee sen Pah aay Bd 29,956 32,595 34,740 
Expenclitunest2) nse pic ey tien i ot cnet alvin wn D lege -33,979 -39,200 -41,900 
SUrpPIUS. C1 DERICItAl= ie aver ees | ogee Oe Lo) TENG ey) -4,023 -6,605 =e VO) 
Non-Budgetary Transactions 
Loans, Investments and Advanees(2)": |... 8025 ee -3,305 -2,200 -2,550 
Annuity, Insurance and Pension Accounts ............... 1,021 2,310 1,850 
Othe Transactions’ =" men ss eee ee) eee ee Sh SY 712 1,145 1,460 
Net sourceior Requirements (=) ss = ate oe a Se = h2 1,255 760 
Financial Requirements 
(Excluding Foreign Exchange Transactions) .............. -4,595 -5,350 -6,400 
Foreign, Exehangeransactions we 174 mone es eee eee nee - 190 610(3) 
Total Pinancialsrequitementsue. ee matr 68. cae ee ce kee, et 1s -4,785 -4,740 


(1) Numbers in these columns should be interpreted as mid-points of ranges of estimates. No forecast is made of the cash 
requirements of the Exchange Fund Account. 

(2) Total outlays are composed of budgetary expenditures plus loans, investments and advances. 

(3) This figure reflects transactions to the end of February. 

Note: Direct market borrowing, of $40 million in 1975-76 and $390 million in 1976-77, by agent corporations, specifically 
Petro-Canada and the Export Development Corporation, which have been authorized to borrow under their respective statutes, 
are not included in Government of Canada financial requirements. 
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Tabie 11 

Government of Canada 
Revenues and Expenditures 
National Accounts Basis 


1975-76 1976-77 1977-78 
Actual Estimate!) Forecast '2) 
($ millions) 
Revenues 
DirectuiaxessRetsonsie) Sane. Io eeibe HOU Aaw Sioa te 15,974 18,865 19,475 
DikeGtanaxes: COLDOlatlonsS genas-s ihc ce ae On eran ol nea 5,145 5,080 5,600 
Directeraxes Non=Residentste ac: 2: er Se ees 484 520 575 
(naimectenaxes. “SOLANA AG OA SOAS Sea eh ie ae 8,045 8,560 9,190 
OthenClanent: Transfers tromPRersons’ tr se OY PE eee 7 10 10 
Investment NCOmesiet.n rea. oo US ATE he rr eee a 2,229 2,650 3,000 
Capitali Consumption Allowances? 08 Shir. - SAA eet 442 500 550 
Ocal RGMONUCSe: alt. critter ears i cote nc} Weert. Sc ee secre aratere 32,326 36,185 38,400 
Expenditures 
Climremt.GOGdS anGioelVviceS: -a..-:.c7c. « suai. serene tach ea Sem 8,841 9,950 11,050 
Tiranster Payinents tO. PersOns..s.0% 2 5c qeo a4 suuus sam cute MrOdd T2075 13,725 
SUDSIIC Serpette nso veitene a fake Ne asker arg terres: tare Re NTO a Me sale PUNO tamme re 3,013 2,315 2,525 
CabitalbAssistanCCmiitres hvecc ic acs c0-<. osinet tomer on a orc eee ee 287 310 325 
Curent taanstenst0 INOMARCSIGEMLS .. 5 cance scene omen chews eee 562 575 625 
lnterestionuthe PuDIIC DED Gass cscsaseh ac ua eoiiees oot eee 3,725 4,650 5,350 
inansherssto: PrOViNCeS yi circa bake css aki ae eteeeac een nemo 7,480 9,295 8,900 
Mranstersto (eocal Governments =<: ars mate ia eee eee 147 180 225 
Gross CapitaliFormationites, cece = = a tsadeteeene ae eee 1,246 1,250 1,375 
MGtalvExXDenGituness ears: occ, uty, ke eee me Cee tare 36,312 40,660 44,100 
SuirolustOMDericlts(s) pce atesece oc. tear ti eee mere eee -3,986 -4,475 ~5,700 


(1) Numbers in this column are based on the official national accounts statistics, issued by Statistics Canada, for the first three 
quarters of the fiscal year, and on Department of Finance estimates for the final quarter. 
(2) Numbers in this column should be interpreted as mid-points of ranges of estimates. 


Si 
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The government borrowed a total of $4,850 million in the capital markets in 
the past fiscal year. The thrust of debt management policy during this period 
was to increase reliance on marketable securities as a source of borrowed 
funds and to broaden the market for Government of Canada marketable 
securities, including Treasury Bills. 


Amounts totalling $2,290 million and $1,760 million were raised through the 
issue and sale of marketable bonds and Treasury Bills respectively, while only 
$800 million or 17 per cent of the total amount of funds raised in the capital 
markets was through sales of Canada Savings Bonds. In fiscal 1975-76, by 
comparison, about $2,650 million or 57 per cent of the total amount of funds 
raised in capital markets was through sales of Canada Savings Bonds. 


During the past fiscal year marketable bond issues were tailored to meet the 
portfolio preferences of investors outside the banking system. Treasury Bills 
became more competitive in yield with other money market securities. As a 
result a substantial increase occurred in general public holdings of 
Government of Canada marketable bonds and Treasury Bills. The financing 
of the government's borrowing requirements in fiscal 1976-77 did not prevent 
the Bank of Canada from controlling the growth of the money supply. 


It is anticipated that the proportions of new funds raised in capital markets 
through the issue and sale of Canada Savings Bonds, Treasury Bills and 
marketable bonds in fiscal 1977-78 will be broadly comparable with fiscal 
1976-77. These financing plans should not impede the Bank of Canada’s 
efforts to maintain growth rates of key monetary aggregates within the 
appropriate target range. 


APPENDIX 


Government of Canada 
Fiscal Position 
Supplementary Tables 


Table 1 
Public Accounts 
Budgetary Revenues 


1975-76 1976-77 1977-78 
Actual Estimate(1) | Forecast!1) 
($ millions) 
Personalalnconverltax. -..4 2 oseeeeen. oi: coed Se ee A oe ae eee 12,709 14,885 15,620 
CGONDOKATIOM Me OMe: Vax: "ener oe Wit hide eA ee en ae te 5,748 51210 5,760 
Non-Residentalrax” #. 3 4 deere oo dee ee ee ee 481 450 500 
GUSTOMIS UTC See rac oN eee ek ethics Sc cake eae 1,887 2,045 2,350 
Salesaliaxeuemrcect tenet oa tiac tr ke aeration ee aan ee Ge Cra ee ae 3,515 3,975 4,440 
Mithom Duress ANG aX Com theses net shh a eka a a nay ahs eee eee 2,153 2,620 2,460 
THOtAlMlka KER CV CINUCSENMMes tc ak Bey tess ners anne eat at a) saree erne nee gh Se 27,093 29,185 31/130 
NonalkaxtReventlesamermeertccase cere n sac tise ito tan arte en eee arene 2,863 3,410 3,610 
Otal Budge tary -ReVeNUeS «ss sed eres erat nena Nennneune anette 29,956 32,595 34,740 


(1) Numbers in these columns should be interpreted as mid-points of ranges of estimates. 
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Table 2 
Summary, Extended 
National Accounts Presentation 


1975-76 1976 77 1977-78 
Actual Estimate(1)  Forecast(2) 
($ millions) 
Current Transactions 
AS REVENUCSTE se outer ye ee sah eee eh oes te a GPR 32,326 36,185 38,400 
B, Expericittiicgee. seer vate er.) 4 ae a ee ee ea = 30,5 te - 40,660 -44 100 
SUB Suse et ICit (=) Me @ fee er A A oe ei oS een -3,986 -4,475 -5,700 
Loans and Other Transactions 
A. Loanssinvestments and Advances ........2.5.....+-- -2,836 -2,022 -2,245 
Bs Casit VS, Acenualse « AimeY oes ce. cso rete tence gprs ere we 2,068 795 1,319 
GC: Otherinansactions = Paee.c rect «cco ote naan eo. Gus 159 352 226 
Net Sourceror, Requirenvent. (=): 9 o.cc4. 2 fc wenn oe wo es -609 -875 -700 
Total Financial Requirements 
(Excluding Foreigmexchangeslransactions)— cc ye elas ss ae -4 595 25,300 ~ 6,400 
Foreign Exchange (ransaeuans) ne te ads etn as are te ne -190 610(3) 
POtale nancial ReQuine Me mtsmaw. Karuwah wus aia hom vats si4 Sette 247/65 -4,740 


(1) Estimates for Current Transactions items in this column are based on the official national accounts statistics, issued by Statistics 
Canada, for the first three quarters of the fiscal year, and on Department of Finance estimates for the final quarter. 

(2) Numbers in this column should be interpreted as mid-points of ranges of estimates. No forecast is made of the cash requirements 
of the Exchange Fund Account. 

(3) This figure reflects transactions to the end of February. 
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Table 3 
Revenues, Public Accounts and 
National Accounts Reconciliation 


1975-76 1976-77 1977-78 
Actual Estimate(1) — Forecast!1) 
($ millions) 
Budgetary Revenues. Publicthecounts 2% oo. ac cannes | NON 29,956 32,595 34,740 
Deduct 
Host Officeliseventics andsbelicit Jk dws om «teas ae ee =913 e120 ENe23/ 
Deficit of Government Business Enterprises(2)............. -158 -175 -190 
Excess of Accruals over Collections 
GororatenINCOMme 1aX > ott © Ga.d 4-4 hehe s us: 4 Soke eee -938 -58 -88 
OiMexpore Charge. 004s oy she b Fhe >< alee eee eA a 27 =10 = 
Add 
Government Pension and Social Security Receipts(3) ........ 4,094 4,887 5,228 
Capjital- Consumption Allowance’ i425 ccc. woe oi eae eee 442 500 550 
Miscailancous:Adjustments'4)s2.5. Oi sarc, deanoeoteeeten enero! -30 -434 -578 
Total -Revenues:— Nationals ACCOUNTS 0. say8. 1g eee a eee 327520 36,185 38,400 


(1) Numbers in these columns should be interpreted as mid-points of ranges of estimates. 

(2) In the Public Accounts, deficits of government business enterprises are a charge to budgetary expenditures whereas in the 
National Accounts, these deficits are deducted from remitted profits of other government business enterprises. 

(3) tn the Public Accounts, the government pension and social security receipts and disbursements are treated as non-budgetary 
transactions whereas in the National Accounts, these transactions are included in government revenue and expenditure. 

(4) These miscellaneous adjustments arise as a result of conceptual differences between the two forms of presentation. These items 
represent, for example, the proceeds frorn the sales of existing capital assets; budgetary revenue items offset against budgetary 
expenditures; imputed items; and, an adjustment for the treatment of revenue in the supplementary period. 
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Table 4 
Expenditures, Public Accounts and 


National Accounts Reconciliation 


1975-76 1976-77 1977-78 
Actual Estimate(1)  Forecast(1) 
($ millions) 
Budgetary Expenditures — PublieAccounts» 4... 2.2825 5.%. 600. 33,979 39,200 41,900 
Deduct 
Transfers to Funds and Agencies(2) ..............000-% -1,938 -3,000 -2,850 
Post OfficerE xpenditutestee. «1c. «cuss wee ok ee eae ee ee mots =F 126 = 237 
Deficit of Government Business Enterprises(3) ............ ~158 —175 -190 
Add 
Expenditures of Funds and Agencies{2) ................- 1,375 1,394 1,537 
Government Pension and Social Security Disbursements'4) ... 4,036 4,343 4,872 
Capital Constimption Allowance: ..... 7 oy. eyegae ee cle: 442 500 550 
Miscellaneous Adiustments(Ol ee... « c..0. do.sns ween a ws -511 -~482 -482 
otal Expenditures. — Nationalc:Accounts: ...4c4.<weuen ee «sss 36,3 12 40,660 44,100 


(1) Numbers in these columns should be interpreted as mid-points of ranges of estimates. 

(2) In the National Accou nts, budgetary appropriations to various funds and agencies are replaced by the expenditure actually made 
by the funds and agencies. 

(3) In the Public Accounts, deficits of government business enterprises are a charge to budgetary expenditures whereas in the 
National Accounts, these deficits are deducted from remitted profits of other government business enterprises. 

(4) In the Public Accounts, the government pension and social security receipts and disbursements are treated as non-budgetary 
transactions whereas in the National Accounts, these transactions are included in government revenue and expenditure. 

(5) As in the case of revenues, the miscellaneous adjustments arise as a result of conceptal differences between the two forms of 
presentation. These items represent, for example, reserves and write-offs; purchase of existing capital assets, budgetary revenue 
items offset against budgetary expenditure; expenditures of reserve accounts and revolving funds; imputed items; and, an 
adjustment for the treatment of expenditures in the supplementary period. 
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Table 5 
Non-Budgetary, Public Accounts and 
Extended National Accounts Reconciliation 


1975-76 1976-77 
Actual Estimate(1) 
($ millions) 
Non-Budgetary Transactions — Public Accounts ........... 572 P4215) 
Deduct 
Loans and Advances to Funds and Agencies ........... -469 = hike: 
Government Pensions and Social Security Accounts ...... 955 2,249 
Excess of Accruals over Collections 
COrmohatesimCOme: Vax o wiih ce Ge ac ws Bhi» In Ac aoa ue -938 -58 
Oil XOOnuenarge: = came cmon we, cl ulk ais, 2 cmptiesavts baee ota a \PaF =10 
Miscellaneous AGjUStmente (2). een. . sic. nk sun ac ae eae 616 127 
Loans and Other Transactions — Extended National Accounts 609 875 


(1) Numbers in these columns should be interpreted as mid-points of ranges of estimates. 


(2) As in the case of revenues and expenditures, the miscellaneous adjustments arise as a result of conceptual differences between the 
two forms of presentation. These items represent, for example, the adjustments for the treatment of revenues and expenditures 
in the supplementary period; the change in the reserves and revolving funds; and the adjustment required to bring financial 
requirements of entities included in the national accounts government sector in line with the requirements of these entities which 
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